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I'm glad to have this opportunity to
address one of the finest sales and
marketing organizations in our industry.

rather in the face of multiple competitors.
Ours is truly a dynamic industry.
I find it particularly ironic that there
is so much energy in the marketplace for
improvement at a time when inflation has
moderated so much. In my way of
thinking, the customer (employers in
particular) is not reacting to an annual
rate of change but rather to 10-15 years of

Last year's gains were truly remark
able, and they reflect the competencies
and capabilities of this fine group of
people. Last year was our sixth
consecutive year of strong customer
growth and solid retention accompanied
by excellent financial performance.

accumulative price increases.

As we all know, the marketplace is
shifting from indemnity to managed care.
Today more than 60% of all working
Americans with private health insurance
receive some form of managed care. In
Florida alone, we have nearly three million
enrollees in HMOs.

The company grew in 1994 by
150,000 new customers. Just stop and
think about that for a minute. That's a
number we wouldn't have dreamed of
during the last 20 or 25 years. It was only
in our industry's infancy, when there was
no product in the market, that we had
growth of that size.

The winners within the market are
those who can capture economies of scale
and still be local-market oriented. That is,
they don't do everything differently in
every city in the country but they leverage
the commonalities while focusing on the
local communities. I think this is
important, and I'll come back to that a
little later in our conversation.

To do that in an active, competitive
market is truly a fine accomplishment and
speaks so well of each of you. And I want
to thank you for the commitment and
dedication that went into that
accomplishment.
So far this year, we're up about
100,000 customers - another excellent
start.

Challenges

Health Options grew by 35% last year
and the customer retention rate was 92%
- both excellent indicators. Health
Options was ranked the 7th fastest
growing HMO in the country by Managed
Healthcare magazine (May '95).

As the industry continues to evolve,
traditional roles and relationships
between consumers, providers, insurers
and government are being redefined. For
example, new competitors are entering the
marketplace.

Dynamic Industry

I started in this business almost 35
years ago in sales and marketing. The top
ten competitors remained relatively
constant from 1960 to 1990, but as a
result of accumulated consolidation in the
last five years, we've seen the elimination

The growth in our managed care
programs underscores the shift occurring
in the marketplace. We're not doing this in
a market free of other competitors, but
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of Equitable, Hancock, Travelers,
Metropolitan, and others.

Usually you see this level of regu
lation only in monopolistic circumstances
- like a public utility. But in our case, we
have regulation and competition and
plenty of both. That makes our challenge
all the greater.

We have to be careful not to try to
retain our insurance culture as the
industry moves to managed care In five
more years, it could be that there will only
be one or two, if any, companies that
transition from insurance to managed
care. And while those people have the
advantages of a customer base and
finances, they also have the disadvantage
of a split or diffusion in their focus. They
may not be able to outperform a pure
managed care company.

We also see some other challenges.
There is right now, and has been for
several months, a series of very negative,
one-sided managed care stories on
national television. This is not accidental.
Partisan give and take has resulted in
the political use of anti-managed care
messages, as evidenced by the negative
newspaper articles and television
programs. We have to operate in this kind
of environment.

Going forward, we have to match off
to the new competitors, match off to our
markets, and determine what it takes to
win in the face of those changes.

In Florida, we continue to see anti
managed care legislation proposed in the
legislature. And there is a group of
workers' compensation attorneys hard at
work on an anti-managed care ballot
initiative to amend the Florida
Constitution.

Our challenge is to protect the assets
of our existing books of business, con
tinue to move to managed care, and
continue to move to market leadership in
the managed care environment where
we're seen as the best. Out of that will
come both economic and personal success
in our long term futures.

There is also a group working on
another ballot initiative to convert the
entire Florida health care system to a
Canadian-type system. This seems a little
passe today given the enlightened
knowledge and data about the Canadian
system - how it does and does not
operate. Nonetheless, we have a dedicated
group of individuals trying to sign up
some 450,000 people to get this
proposition on the ballot.

At the same time, we have to recog
nize that the health care delivery system
is consolidating all around us. Who would
have guessed a year or two ago that
Jacksonville would effectively be down to
two networks. We've looked at Miami and
while it seems to be so competitive and so
fragmented that it could never consoli
date, we are realizing that it will, even
though we can't predict how it will.

Stepping away from the political/
legislative arena and looking at the
marketplace, we're experiencing down
ward pressure on profits - most recently
on sales and retention in almost every
product line and segment. This is
particularly true in Medicare supplement
products, and we're also seeing some
deterioration in the underwritten group
business.

Another challenge for us as a
managed care company is to successfully
deal with a consolidated delivery system
- in terms of customer expectations,
product design, provider relationships and
many other features.
We're also operating in a regulatory
environment that continues to place
increased scrutiny on the industry.

It should be noted that we've had five
or six years of extraordinarily fine profits.
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Profits that are a reward to this company
for more than a decade of hard work in
developing managed care.

achieve dramatic improvements in - the
way we do business.
We have selected Marketing and
Managed Care as our key business
strategies. They will help us move in the
direction we need to go.

Having a range of products, being in
the market early, staying with it, and
learning from our mistakes - combined
with daily dedication - produced sales
and strong earnings.

We're also continuing our grassroots
initiative. This initiative is designed to help
neutralize the threats to managed care,
deal with some of the political pressures
we talked about earlier, and enhance the
understanding and acceptance of man
aged care products in the marketplace.

But the market continues to force
competition, and profits are going down
dramatically - in Florida and nationally.
We're seeing such things as the seemingly
indiscriminate use of rate guarantees.

Marketing Strategy

I know there's the fear that if you're
working an account where there are only
one or two other meaningful competitors,
and you offer a rate guarantee; it's
predictable that your competitor will offer
one in response. The next day you're no
better off competitively but you do have a
new financial responsibility. And not all of
those turn out positive.

From a marketing standpoint, we're
trying to build on our current position
with market leadership in selected
segments and position ourselves with
providers and customers as the clear
market leader.
For us to survive in the marketplace,
it's critical that we achieve our strategic
marketing targets by the year 2000. These
targets are to achieve 25% customer pene
tration and about a $10 billion share of
the revenues flowing through our pro
viders and network products in Florida.

It's the old price war scenario
between two gas stations across the street
from each other. You end up paying the
customer to come take your gasoline. You
don't sell any more than what you sold
before when you sold it for $1.25 a gallon.

We can't achieve 25% market pene
tration by doing the same things we do
now - even if we do them more effective
ly. We have to pursue new opportunities.

When you get into the process of
"price matching'' - which I'd be the first
to agree sometimes has to be done - you
really have to guard against the fact that
you're entering into more than just a price
war. For what you give, the customer
doesn't recognize you've done anything
special because everyone else matches it.
You end up back to where you started.

Successfully implementing our
Marketing strategy depends on a number
of key elements including:

That's just one example of the
intensified competition we're seeing. We
also see a tremendous difference in the
health care delivery system itself.

•

developing an ever-deeper
knowledge of our customers' needs,
values and expectations;

•

understanding how the competition
is perceived by its customers, and
beyond that, understanding our
major competitors' strategies, cost
structures and human organi
zations in detail;

•

strengthening our market data
collection and analytical capabilities

BCBSF's Response
To match off against this dynamic
environment and win in the marketplace,
we must significantly change - and
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so we can evaluate new markets
and sub-segments of markets and
identify business opportunities
ahead of our competitors; and
•

market. For those of you familiar with
their numbers, they are pretty low. So
we've got to gain economies and yet have
products that match off to segments of
markets. The genius is in the execution of
the broad thought.

maintaining a product portfolio that
will provide a diverse customer base
with the array of products and
services they need and want while
achieving economies of scale.

Managed Care Strategy

I'd like to talk a bit about our
Managed Care strategy. We need to
develop capabilities that add significant
value to our customers in the way they
receive, and providers deliver, health care
and related service.

A recent McKinsey article, one .of the
world's leading management consulting
firms, focused on the managed care
industry. ["Winning in the Health Care
Storm: Recent Sailing Strategies and
Navigational Equipment for the Future" by
Michael S. Pritula, Director in McKinsey's
New York Office.]

Implementing this customer-focused
strategy means that Blue Cross will take
increasing accountability for the total
health care experience of our customers.

One of their key conclusions was that
if you separate the winners from the
losers and the marginal operators, the
winners matched off by market - south
Florida separate from north Florida, etc.
But they did enough things alike to gain
economies of scale. What does that mean?
It means you only have differences that
are economically justified.

This is fascinating. Fifteen years ago
we used to say: "Can't control the docs,
don't know what's going on, the claims
sure went up."
More recently we've said: "Got to
negotiate a good price, got to influence
inpatient admissions, got to moderate
utilization, and we are somewhat respon
sible for the resulting circumstances."

To the degree that we have different
standard operating procedures between
Tampa and Miami that are not econom
ically justified, we're carrying extra cost
that hurts our competitive position. We
could be a company of a million custom
ers, broken down into 20,000-member
segments, each very tailor-made to its
own market, and fail utterly because we
haven't captured the economies of being a
million-member organization. And that
would apply to corporate overhead and a
whole host of other areas.

Tomorrow we're saying: "All of the
foregoing is needed, all that accountability
for cost is there, but we're actually going
to have to take accountability for the
health and wellness of our customers."
The winners are going to be those
companies that figure out how to do that.
This means work in prevention, illness
management, health outcomes and gen
erally adding val-µe to our communities.
Co.ntinuous quality improvement for
the entire corporation will be key to our
success. While there has been excellent
work done to gain NCQA accreditation,
we've just started the journey and have a
long way to go. This framework of continu
ous quality improvement, or total quality
management, needs to extend across all
functions of the company.

We need the ability to develop
products and to support them. We also
have to anticipate them and be sure we
can gain the economies of scale that are
central to winning in the marketplace.
For example, one of United Health
Care's key strategies is to be low cost on a
PMPM basis so they can enter any
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learned with Care Manager, it doesn't
happen that fast.

Successfully implementing our
Managed Care strategy also means devel
oping win-win, collaborative relationships
with selected providers. We need to move
to the point where the provider believes
that we have a genuine interest and
concern for their success and their well
being. This has to be based on our
behavior, not just our words.

So we need to change the way we
develop and rollout products. We need to
do more things in parallel, we need to do
more prototyping, and we need to
accurately forecast future market
requirements.
It is surprising how much of that is
possible. As I'm sure many of you know,
Care Manager has been an emerging
product in the marketplace for more than
10 years. While we've had difficulty resolv
ing different views on what it should and
should not be and in implementing it,
there was ample lead time in the market.
So, focusing on the market is part of
improving that performance.

Business Transformation
You've heard before that the magni
tude of change we face is significant. We
recognized that incremental improve
ments would not be enough, though
they'll be needed.
The reengineering effort underway is
designed to make significant, fundamental
changes. Reengineering is one component
of our Business Transformation initiative.
It works in conjunction with transfor
mation of the human organization, and
the effective use of information tech
nology. All three need to be integrated to
get the key results we need.

As we look at the Case for Change,
and see the decrease in administrative
expense and the increase in customers,
I'd like to emphasize that our focus is not
just on cost reduction. It's really on com
pletely transforming the business. To
understand that more fully, we need to
relate back to our two key business
strategies - Marketing and Managed
Care.

What are those key results? We have
a document labeled "A Case for Change"
that defines the key results.
The Case for Change says we must
get to four million customers by the turn
of the century.

Going Forward
We cannot allow ourselves to be lulled
by past success and we cannot rely on
current business practices for future
success. Today's environment demands
that we do a great deal more.

We have to cut administrative
expenses from the current 15%-17% of
revenue range to 5% to 10%. That is a
major change!

Financial and sales results through
the third quarter this year are below plan,
making fourth quarter performance
critical. It also underscores the absolute
necessity of implementing the Marketing
and Managed Care strategies as well as
our Business Transformation initiatives.

We have to keep medical cost
increases on our managed care products
to zero or less.
And, we have to reduce the time it
takes for product development and rollout
from 18+ months to six months or less.
This clearly entails planning ahead and
forecasting the kind of products you need.
You can't decide in a six-month period to
conceive a new product, get the required
information technology, and take care of
the rest of the implementation. As we

When senior management looked at
1995 and did the initial forecast, earnings
were not adequate. So we initiated a series
of medical expense reduction (MERT)
activities. One of those was to install the
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RBRVS payment system. This was a
wonderful effort on our company's part
because we said: "We did forecast the
future. It was not what we had hoped;
therefore, we will do more things, even
more difficult things, to bring about a
better result."

Dealing with Confl.ict

In my view, the one thing that's
characterized our success during the last
10-15 years is the teamwork and support
that we've shown for one another. As we
tackle the various issues before us, it's
inevitable that conflict will surface.

Talcing a sense of responsibility for a
future condition of the company is so
valuable, and I think we're going to have
to do that in a number of ways. We've had
poor, not inadequate but poor, financial
results for August and September. As I
mentioned earlier, they were led by poor
results in the Medicare supplement
business.

One of the most powerful
researchers/writers in the field of
business and change management talks
about conflict this way. When you have
competent people within multiple disci
plines (like sales, finance, systems, health
care services), they will think about a
business problem with different frame
works of reference and will arrive at
different conclusions. Because they do,
conflict will be a given. The only way to
eliminate that conflict is to have
mediocrity. If you homogenize your people
so they all see the world the same way,
then you can eliminate conflict. But you
also eliminate the chances of having a
winning strategy.

We can anticipate continued financial
pressure. We think Medicare supplement
expenses have gone up for all our compet
itors as well as ourselves. Even then, the
regulators may say, "Don't talk to us
about a rate increase of any consequence
right now."
So the pressure on finances comes
not only from medical cost structures and
competitive activity, but also on the
revenue side because of regulation. It
brings together some of our earlier
discussion about being both a regulated
and a competitive industry.

Because we do have strong, capable
people with diverse experience and back
grounds, conflict is inevitable. What we do
with that conflict is up to us. If we can
constructively confront it by saying: "Let
me tell you what I see...these are the
factors I'm considering...this is why I'm
concerned..." If each of us can do that
with greater skill - questioning and
listening - then between us, we can
arrive at informed decision that represent
our excellence as a team as well as our
excellence as individuals.

As we move into 1996, the center
piece of our efforts are the Marketing and
Managed Care strategies as well as the
change initiatives that flow from those
strategies.
Competition in this time period is
going to be intense. First, it's going to be
based on price. I'm sure some of you have
seen the ad that recently caught my atten
tion. PCA has entered the Jacksonville
market with an individual HMO product
priced in the $75 range. Obviously, we're
just going to have lots of opportunities to
compete!

Central to our ability to work together
is the ability for middle management and
professionals to solve problems that in
years gone by, may have gone to senior
management. There is simply too much
change to deal with. Senior management
needs to support strategy, but we need
multi-disciplinary teams across the
organization identifying and resolving
issues and innovating as we move
forward.
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to thank you for your hard work and ask
for your continued help and support.

Conclusion

Six years of consecutive growth and
financial success is a tremendous accom
plishment. However, our industry is
complex and the rate of change is acceler
ating. This will require increased effort
from all of us if we're to remain
competitive.

On a personal note, right now is
probably the most exciting it's been in the
35 years that I've been in the industry. We
will see by the changes that take place in
Medicare and the continued shift of the
market to managed care, a total change of
our industry in a very short period of time.
And, I really do look forward to working
with you for the continued success of the
company.

One of the bonuses I get from attend
ing national meetings is the widespread
acknowledgment that we are one of the
high performing companies in the
industry. We are not the highest, but we
are one of the handful of the highest. We
all need to take a moment and reflect on
that high accomplishment - and then we
need to take a deep breath and start
moving forward.

Thank you very much.

ATTACHED: McKinsey article

We look forward to this being our
seventh good year. While it's not always
clear exactly how the next year is going to
be quite so great, I'm sure it will be as
well. I appreciate the role that each of you
plays in developing and helping our
company achieve its success.
Despite the challenges and threats,
we are producing excellent contract gains.
I personally rejoice in the retention num
bers, too. The improvement we've made in
retention is absolutely remarkable. I know
it reflects a team effort on the part of
everybody - from the people helping with
service all the way to those who are out in
the field calling on customers.
I know our challenges are significant,
but so are our opportunities - opportun
ities to develop innovative new products,
expand access to affordable health care,
and to increase the value we provide our
customers.
Our strategies are sound: we've had
expert counsel, our people have read
widely, and they have talked to others in
the industry. We think we have the
relevant information to make our
decisions, and we're moving ahead. I'd like
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